AUTHENTICATED
U.S. GOVERNMENT
INFORMATION

GPO

S. HrG. 108-879

ARGENTINA’S FINANCIAL CRISIS

HEARING

BEFORE THE

SUBCOMMITTEE ON
INTERNATIONAL TRADE AND FINANCE

OF THE

COMMITTEE ON
BANKING, HOUSING, AND URBAN AFFAIRS
UNITED STATES SENATE

ONE HUNDRED EIGHTH CONGRESS
SECOND SESSION
ON

ARGENTINA’S CURRENT ECONOMIC AND POLITICAL SITUATION, FOCUS-
ING ON THE BILATERAL RELATIONSHIP BETWEEN THE UNITED
STATES AND ARGENTINA

MARCH 10, 2004

Printed for the use of the Committee on Banking, Housing, and Urban Affairs

&R

Available at: http://www.access.gpo.gov/senate/senate05sh.html

U.S. GOVERNMENT PRINTING OFFICE
24-909 PDF WASHINGTON : 2004

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512—-1800; DC area (202) 512—-1800
Fax: (202) 512-2250 Mail: Stop SSOP, Washington, DC 20402-0001



COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS
RICHARD C. SHELBY, Alabama, Chairman

ROBERT F. BENNETT, Utah
WAYNE ALLARD, Colorado
MICHAEL B. ENZI, Wyoming
CHUCK HAGEL, Nebraska

RICK SANTORUM, Pennsylvania
JIM BUNNING, Kentucky

MIKE CRAPO, Idaho

JOHN E. SUNUNU, New Hampshire
ELIZABETH DOLE, North Carolina
LINCOLN D. CHAFEE, Rhode Island

PAUL S. SARBANES, Maryland
CHRISTOPHER J. DODD, Connecticut
TIM JOHNSON, South Dakota

JACK REED, Rhode Island

CHARLES E. SCHUMER, New York
EVAN BAYH, Indiana

ZELL MILLER, Georgia

THOMAS R. CARPER, Delaware
DEBBIE STABENOW, Michigan

JON S. CORZINE, New Jersey

KATHLEEN L. CASEY, Staff Director and Counsel
STEVEN B. HARRIS, Democratic Staff Director and Chief Counsel
MARTIN J. GRUENBERG, Democratic Senior Counsel
JOSEPH R. KOLINSKI, Chief Clerk and Computer Systems Administrator
GEORGE E. WHITTLE, Editor

SUBCOMMITTEE ON INTERNATIONAL TRADE AND FINANCE

CHUCK HAGEL, Nebraska, Chairman
EVAN BAYH, Indiana, Ranking Member

MICHAEL B. ENZI, Wyoming

MIKE CRAPO, Idaho

JOHN E. SUNUNU, New Hampshire
ELIZABETH DOLE, North Carolina

ZELL MILLER, Georgia

TIM JOHNSON, South Dakota
THOMAS R. CARPER, Delaware
JON S. CORZINE, New Jersey

LINCOLN D. CHAFEE, Rhode Island

JOSEPH CWIKLINSKI, Legislative Assistant
CATHERINE CRUZ WOJTASIK, Democratic Legislative Assistant

an



CONTENTS

WEDNESDAY, MARCH 10, 2004

Page
Opening statement of Senator Hagel ............ccoceeviiiiiiiiieniiiiiiicceeeeeeeeen 1
Opening statements, comments, or prepared statements of:
Senator Bayh ........cooooiiiiieece et 2
WITNESSES
Roger F. Noriega, Assistant Secretary for Western Hemisphere Affairs, U.S.
Department of StAte ........cccceeiiiiiiiiiiieiieceteeeee e 4
Prepared statement ...........ccccooeviiiieiiiiiiiieeceee e 35
Randal K. Quarles, Assistant Secretary for International Affairs, U.S. Depart-
ment of the TIEASUTLY ....ccccvvieviriiriirieeeee ettt 6
Prepared statement ...........ccccoocvviieeiiiiiieiiiecceee e 36
Adam Lerrick, Leader of the Negotiations Team of the Argentina Bond Re-
structuring Agency plc, Director, Gailliot Center for Public Policy, and
Friend of Allan H. Meltzer Professor of Economics, Carnegie Mellon Univer-
1531 2 S OO PO OO SO OISR PUUTRUPPPOTUPPPROPRt 20
Michael Mussa, Senior Fellow, Institute for International Economics . 23
Prepared statement ...........cccoocviiiieiiiiiiiiieeeeeee e 39






ARGENTINA’S FINANCIAL CRISIS

WEDNESDAY, MARCH 10, 2004

U.S. SENATE,
SUBCOMMITTEE ON INTERNATIONAL TRADE AND FINANCE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Subcommittee met, at 1:05 p.m., in room SD-538, Dirksen
Senate Office Building, Senator Chuck Hagel, Chairman of the
Subcommittee, presiding.

OPENING STATEMENT OF SENATOR CHUCK HAGEL

Senator HAGEL. Good afternoon. The Argentina debt crisis has
become an important issue and, as we know, Argentina has strug-
gled through a series of structural economic reforms dating back to
the early 1990’s. Unfortunately, this has resulted in one of the larg-
est defaults by a debtor nation in history.

Argentina is now faced with billions of dollars in debts, both the
International Monetary Fund, IMF, and private investors who took
a significant stake in Argentina’s future. The impact of this finan-
cial crisis is being felt not only Argentina, but also throughout the
world, particularly in the United States, which is a key player in
the IMF and has a major private investment in Argentina.

Historically, the United States has played a significant role with-
in IMF in influencing the policies that have assisted Argentina
with its past financial restructuring. The United States has as-
sumed this role because of its strong bilateral ties with Argentina
and its historic influence on the economies of South America. In-
vestors from Europe, Japan, and throughout South America look to
the United States for leadership in institutions like the IMF.

This hearing today will examine what the implications of the Ar-
gentine crisis are for the United States and its role in the IMF. Ar-
gentina, South America, and countries throughout the world will
continue to look at this crisis in the context of what the United
States did to help resolve these problems. Close examination and
scrutiny will be made of the roles that the United States and IMF
played in protecting the rights of investors in Argentina.

Ironically, Argentina was considered, in the recent past, one of
the wealthiest countries in the world. It is a nation rich in natural
resources, and has been an important international trading partner
for the United States and the entire South American economy.

Unfortunately, the early economic policies of former Presidents
de la Rua and Duhalde caused Argentina to fall into a state of
financial, political, and civil disarray. These economic policies in-
cluded a massive devaluation of the peso, increased taxes, and fro-
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zen bank deposits, all which led to civil unrest and a succession of
finance ministers.

When current President Kirchner came to office in May 2003, Ar-
gentina had defaulted on its foreign debt obligations of approxi-
mately $140 billion. Included in this default were private creditors,
mostly holding sovereign debt in the form of bonds, valued in ex-
cess of $80 billion.

Argentina’s failed economic policies resulted in the IMF adopting
several bailout plans. In early 2003, the IMF approved an interim
$6.8 billion agreement with Argentina. In September 2003, the
IMF approved an additional 3-year standby agreement with Argen-
tina for $12.5 billion.

This afternoon, we will hear testimony about the massive Argen-
tine bond default. What will be the impact on future U.S. direct in-
vestment in Argentina and the region as a result of this crisis?
What is the role of the IMF in protecting private investment when
a foreign government defaults on its obligations?

We look forward to hearing the testimony of today’s witnesses.
Our first panel will be Assistant Secretary of the Treasury for
International Affairs, Mr. Randy Quarles, and Assistant Secretary
of State for Western Hemisphere Affairs, Mr. Roger Noriega. The
second panel will include Mr. Michael Mussa, a Senior Fellow at
the Institute for International Economics, and Mr. Adam Lerrick,
of Carnegie Mellon University.

We appreciate very much all of you coming forward today with
your thoughts and testimony, and we look forward to engaging in
a question-and-answer period that will delve even deeper into the
issue that we are about today.

With that thank you, let me now ask the Ranking Minority
Member of the Subcommittee, the distinguished Senator from Indi-
ana, Senator Bayh, for his comments.

STATEMENT OF SENATOR EVAN BAYH

Senator BAYH. Thank you, Mr. Chairman. I thank you for hold-
ing this hearing today. It is a matter of great importance not only
to our country and to Argentina, but also to the global financial
system. I think your priorities are well-placed in holding this hear-
ing, and I want to thank all of those in attendance today who are
interested, and also our panelists as we look forward to having the
benefit of your expertise.

Just a few quick comments, Mr. Chairman. I think there are
some very important issues at stake in today’s hearing.

The first that I would mention is nothing less than the credibility
of the International Monetary Fund, and through it the global fi-
nancial system, through which we attempt to deal with countries
experience financial crises. We run the risk, if this is not handled
well, and we do not continue to use every reasonable method to
convince the Argentines to deal honestly with their creditors, of
running substantial moral hazard in the future.

I regret to say that we may be on the cusp of a situation where
default, such as Argentina, may appear to be the reasonable thing
to do on the part of creditor nations. If they can default without
consequence, I am afraid that this may set a precedent that may
come back to haunt us in the longer-term.
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I am also afraid that the credibility of the IMF is at stake if we
maintain a financial fiction of pretending that a country is not in
default based upon a mere technicality when, to any reasonable ob-
server, default is in fact what has occurred. We have avoided of-
fending the United States taxpayers by being honest with them
and saying that we have wasted money by putting it through the
International Monetary Fund into Argentina, but in the long-run,
this will only serve to undermine the commitment of the U.S. Gov-
ernment and, through us, our taxpayers to long-term interventions
of this type.

I think honesty is the best policy. If Argentina is, in fact, in de-
fault, merely technically propping them up, maintaining this fic-
tion, will do nothing but undermine the credibility of the U.S. Gov-
ernment in dealing with our own public, and therefore, as I men-
tioned, undermine our own commitment in this area in the long-
term, which I think would be very unfortunate, Mr. Chairman.

I agree with something former Treasury Secretary Larry Sum-
mers once said. He said it is in the United States’ best interests
to advocate the forward defense of America’s financial interests,
and by that trying to deal with the spread of contagion before it
gets out of control. But I think in this case we have gone beyond
that and run a very real risk of creating substantial moral hazard
going forward. As I said, default may, in fact, appear to be the rea-
sonable thing to do, given the Argentine experience.

Second, another major issue is the behavior of the private inter-
national financial community. I hope it is clear to all of the rep-
resentatives of the major creditors in the audience today who have
loaned money to the Government of Argentina that, going forward,
you have to be out of your minds to issue loans like this. That
should be abundantly clear by now. And 4 or 5 years from now, I
hope you do not forget this experience, when interest rates pro-
vided by Argentina have gone up to try and attract foreign capital,
I hope you do not forget this experience.

They call it a risk premium for a reason. Your capital is at risk,
and no one will be coming running to your rescue in the future to
try and help you with the situation. But the Argentine behavior,
it has been deplorable in many respects, but it should no longer
come as a surprise. So, going forward, I think you need to make
these investments and realize that you are on your own, and if you
invest in countries that stiff-arm the global financial structure, in
this case the IMF, or stiff-arm you, well, you should not be sur-
prised if the results are similar going forward.

The analysts and the executives in your companies that author-
ize these loans because the interest rates looked attractive com-
pared to more secure instruments I think bear some measure of re-
sponsibility here as well. There is something called political risk.
We have seen it in Argentina in abundance. And going forward, I
hope that you will insist upon accountability in your own ranks for
short-term lending strategies that appear to prop up your returns,
but in the long-run place your capital at risk. Again, do not sur-
prised if the IMF does not ride to your rescue, if the U.S. Govern-
ment does not ride to your rescue. How many times do we have to
learn this lesson before it finally sinks in? So, I hope you will hold
some in your own ranks to account for this.
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Finally, to the Argentines themselves, it is a great country. You
have a great people. It is lamentable what has happened in your
country, and I would say that delay can no longer be tolerated,
playing semantic games can no longer be tolerated.

If we are going to rectify the situation and get your country back
on the path to growth, which the citizens of Argentina deserve, I
see in the paper today, Mr. Chairman, that Argentina has now
agreed to engage in negotiations, not merely discussions, and that
they are going to recognize the group of creditors and so forth. I
think a fair amount of skepticism is in order as to whether this
will, in fact, constitute more than a semantic difference, whether
there will be, in fact, a significant improvement in the dialogue
taking place with the creditors and some realistic attempt to try
and solve this problem.

I would encourage the Argentines, unless you simply do no
longer desire to have private capital invested in your country by
investors from other countries, unless you no longer to have a rela-
tionship with the IMF, with the World Bank, with other multilat-
eral institutions, please, please make a sincere aggressive effort to
try and resolve this situation. I know it is not easy, but my final
piece of advice would be short-term political expediency in the long-
run rarely turns out to be wise public policy, and yet I fear that
at the altar of short-term domestic political expediency, long-term
sound policy for the people of Argentina may be being sacrificed.

Having said that, Mr. Chairman. I want to thank you for con-
ducting these hearings. I look forward to hearing from our wit-
nesses today.

Senator HAGEL. Senator Bayh, thank you.

Before I ask Secretary Noriega to begin with his testimony, let
me advise the witnesses that we will most likely have some votes
throughout the hearing. We have been advised that the first might
come as early as 1:30. That is approximately 15 minutes from now.
When that occurs, we will go as far as we can, with some time re-
maining on the vote, and then what I will do is, with the concur-
rence of Senator Bayh, is gavel a recess. We will go vote and come
back. That way we will get the full benefit, each of us, of the testi-
mony and the questions.

Thank you.

Secretary Noriega.

STATEMENT OF ROGER F. NORIEGA
ASSISTANT SECRETARY FOR WESTERN HEMISPHERE AFFAIRS
U.S. DEPARTMENT OF STATE

Mr. NORIEGA. Thank you very much, Mr. Chairman and Senator
Bayh. I appreciate the opportunity to discuss Argentina’s current
economic and political situation, as well as our bilateral relation-
ship with that country. I especially appreciate the chance to share
the panel with my Treasury colleague, Assistant Secretary for
International Affairs Randy Quarles, whose day-to-day manage-
ment of this issue has been critical in producing what we regard
as positive results.

My comments, very briefly, which I will submit in writing, will
address the political and regional context for our policy toward Ar-
gentina. Argentina is a close and valued ally of the United States.
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It has been through very tough times in the past several years. We
are pleased that it has now begun its political, economic, and social
recovery. The Bush Administration hopes to see Argentina succeed
over the short-term and the long-term. Argentina’s agreement with
the IMF yesterday is a key part of reaching that objective, and we
believe it is very good news that Argentina and the IMF reached
that agreement on the program’s second review, with Argentina
making a $3.1-billion payment to the IMF.

Mr. Chairman, President Kirchner has stressed that he wants to
make Argentina a more predicable nation. He also has sought to
root out corruption, restart the Argentine economy, and refurbish
Argentina’s stature in the world. He is facing a very daunting set
of challenges to deal with the fallout of the recent economic crisis,
as well as treat the institutional weaknesses that are the root of
that crisis.

He has made an important start, we believe, in addressing this
complicated, tough agenda, aided by talented Argentine people.
With their support, he is making progress. Because he enjoys con-
siderable popular support, he is well-positioned to seek the reforms
that we believe are critical to Argentina’s continued progress and
development over the long haul. On the economic front, these re-
forms include revising the system of revenue sharing between the
federal and provincial governments.

Bilaterally, we welcome President Kirchner’s policy of maintain-
ing close contact with the United States. He has met twice with
President Bush since taking office in very candid exchanges on the
issues that confront our bilateral relationship and those which
President Kirchner is confronting at home.

Other officials in our Administration, of course, maintain regular
dialogue on economic issues at the highest levels. Neither we, nor
the Government of Argentina, however, have lost sight of the fact
that we have other ties that link us—political trade, cultural, sci-
entific, educational, and social areas.

As one of my predecessors used to admonish, we have to remem-
ber that Argentina is a country, not just an economy. It is indeed
in our interest that Argentina occupy its rightful place as one of
the global leaders in the promotion of democracy and human rights
and in other values that we share.

In our deep and broad relationship, we address one another coop-
eratively on a range of issues. One specific area of a continued en-
gagement is counterterrorism. As you know, Mr. Chairman and
Senator, Argentina suffered devastating terrorist attacks in 1992
and 1994, and our shared experience with terrorist attacks on our
home soil creates a special bond between our countries. Argentina
has been a leader in this hemisphere in promoting cooperation in
addressing the threats to our common security from those tied to
terrorist organizations and those invovled in money laundering and
trafficking in arms and drugs, particularly in the Tri-Border Area
where Argentina has been a leader in addressing some security
concerns that we share.

I also want to highlight Argentina’s important role in seeking to
advance the cause of democracy, peace, and stability in the hemi-
sphere and elsewhere. Argentina has peacekeeping forces today
serving in five U.N. missions from Cyprus to Kosovo to the Congo,
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and Argentina has recently offered to play a role in helping address
the crisis in Haiti.

Argentine diplomacy has also been active on challenging regional
issues including Bolivia and Venezuela. For example, in Caracas,
President Kirchner, in February, met with representatives of the
democratic opposition. So the leadership of Argentina is important.

As I mentioned a moment ago, our discussions with Argentina on
economic matters have occurred at all levels involving several exec-
utive branch agencies, but I also wanted to commend the role that
has been played by Members of Congress who have visited Argen-
tina in this period and met with Argentine officials in Washington
and on trips because it is important that the Argentine authorities
hear this message from our Government, from all levels, and from
all branches of Government, on some essential elements that we
think are important to its economic future and recovery.

Our consistent goal has been to back Argentina’s efforts to re-
store economic stability, as well as to restart economic growth, cul-
minating with a 3-year economic program that Argentina launched
with the IMF in September 2003 to lay the basis for long-term eco-
nomic growth.

This program provides a solid framework, we believe, for sustain-
able growth that will benefit the Argentine people and the region.
And Argentina’s progress on this score is a positive message, we
believe, to the rest of the region.

As the United States, we can and will be helpful, but ultimately
the shape of the IMF program, and Argentina’s performance under
that program, are in the hands of the Argentine Government and
the Fund. Yesterday’s payment provides solid encouragement for
the program’s success.

Mr. Chairman, as friends, the United States and Argentina can
and do speak openly and frankly to one another, while sharing
common goals in the hemisphere. The United States also shares
Argentina’s conviction and determination that it can and will re-
verse its severe collapse of the last few years and return to the
prosperity that it once enjoyed.

We stand ready to help to continue supporting Argentina’s ef-
forts, and through them strengthen all of our shared goals for our
countries in this region and throughout the world.

Thank you very much, Mr. Chairman.

Senator HAGEL. Secretary Noriega, thank you. Your full state-
ment will be included in the record.

Thank you.

Secretary Quarles.

STATEMENT OF RANDAL K. QUARLES
ASSISTANT SECRETARY FOR INTERNATIONAL AFFAIRS
U.S. DEPARTMENT OF THE TREASURY

Mr. QUARLES. Thank you, Mr. Chairman and Senator Bayh.

I am pleased to be here to discuss the Administration’s economic
and financial policy toward Argentina, particularly the U.S. stance
with regard to Argentina’s engagement with the International
Monetary Fund since 2002.

I think it is worth spending a moment putting the engagement
since 2002 in the historical context. As you mentioned at the out-
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set, Mr. Chairman, Argentina had made good strides in the early
1990’s in dealing with hyper-inflation and some of the economic
challenges that they had faced in the late 1980’s. But the excessive
budget deficits during the 1990’s that were driven largely by fiscal
arrangements that required the central government to fund spend-
ing decisions by the provinces without any effective central budget
constraint this led to the buildup of a large debt burden that the
government could not service any longer by the end of 2001. Faced
with that situation, the government defaulted on its debt, and it
abandoned the pesos pegged to the U.S. dollar. And that economic
crisis was accompanied by political instability that eventually led
to a new interim government that was led by President Eduardo
Duhalde.

Now, in the wake of that fault in devaluation, real GDP fell by
11 percent in 2002, inflation rose to over 40 percent, the peso de-
preciated by 69 percent, unemployment rose to 24 percent, severe
economic consequences. In addition, seeking to avoid a complete
collapse of the banking system, the government imposed far-reach-
ing deposit controls. Other government actions, in particular,
forced the conversion of dollar-denominated financial contracts into
pesos that further weakened the banking system. On the monetary
side, the authorities were struggling with the provincial creation of
multiple quasi-currencies that at one point represented an aston-
ishing 50 percent of the total currency in circulation, and the prov-
inces had issued these quasi-currencies during the crisis to finance
their spending in the face of collapsing revenues.

It was in that context that the U.S. Government began working
with the Duhalde Administration and the IMF throughout 2002 in
an attempt to develop a new IMF program and a set of policies that
would stabilize this chaotic economic situation. Argentina’s authori-
ties took an extended period of time to develop such a program, in
part, because of the deeply unsettled political situation. I think ev-
eryone is familiar with the fact that there were five presidents in
the period of a month immediately after the collapse.

Argentina then, after this extended period of development of a
program, launched an 8-month transitional IMF program in Janu-
ary 2003, which the United States strongly supported. The purpose
of the transitional program was to stabilize the Argentine economy
in the most basic way because the most basic things were going
deeply wrong. The program’s 8-month length, very short for an
IMF program, was long enough to last through the presidential
elections in May, and for a sufficient period of time after that to
give the incoming government enough time to develop its policy pri-
orities. And then the focus of the transitional program was on mac-
roeconomic stabilization. The expectation was that then a new ad-
ministration that would come in with the elections in May would
have a political mandate to pursue the more difficult reforms that
would be needed to lay the basis for sustained economic growth.

First, you had to stabilize the situation, and then the more dif-
ficult structural reforms could be made by a new government that
would come into place in May.

Argentina performed well under that transitional program. It
met its IMF fiscal and monetary targets by wide margins. The cen-
tral government signed bilateral agreements with the provinces
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that set clear limits on the provincial deficits in 2003. Basically,
they plugged this hole in the bucket that had led to the crisis in
the first place. The government launched a program to retire the
quasi-currencies, which was critical to ensuring that the federal
government and the provinces lived within their means and that
retirement of currencies is now complete. And in the context of im-
proved macroeconomic policies, the government was able to lift the
freeze on bank deposits without the inflationary surge or the col-
lapse in deposits that many had feared.

The transitional program helped to boost confidence in the econ-
omy, and that confidence underpinned the acceleration of economic
growth in early 2003. Real GDP for the year as a whole grew an
impressive 8 percent. Unemployment fell to 16 percent by the end
of the year. Inflation fell to under 4 percent. And during that same
period, the peso appreciated 15 percent, foreign exchange reserves
increased by about $3.5 billion. In short, the transitional program
fulfilled its objectives, which was to stabilize the situation so that
a new government could come in and begin taking the more dif-
ficult steps that would be necessary for medium- and longer-term
economic growth.

As the Kirchner Administration came into office, it faced the dual
challenges of consolidating the achievements of the transitional
program and then of undertaking the actions that were needed to
lay the basis for sustained economic growth in the future. That lat-
ter means both adopting reforms to deal with the root causes of the
Argentine crisis, which I described very briefly at the outset, as
well as taking steps to address the problems that were created by
the crisis and that included resolution of Argentina’s defaulted
debt. So the 3-year program that was launched in September 2003
was designed around those objectives.

The fiscal and monetary framework of the program, as well as
the institutionalization of central bank independence, the gradual
shift to inflation targeting was designed to entrench macroeconomic
stability in order to keep the current recovery going.

Fiscal problems, as I had outlined, were at the core of Argen-
tina’s financial crisis. The 3-year program not only mandates strict
limits on provincial deficits in borrowing, but also provides for a
comprehensive reform of the federal provincial fiscal framework to
prevent the problems that led to the crisis from reoccurring, and
that includes new measures to strengthen tax administration to
fight illegal tax evasion.

In addition, the crisis and the government actions during the cri-
sis seriously damaged Argentina’s banking system. The program
establishes a framework for restoring health to the banking system
by providing compensation from the government to address balance
sheet damage that was done by the previous government, clarifying
the regulatory environment, establishing capital standards de-
signed to facilitate the strengthening of balance sheets over time,
requiring banks to develop business plans for achieving specified
capital requirements.

Another key area affected by the crisis was the utility sector.
Under its program, Argentina has undertaken to work with the
World Bank to resolve the problems in the utility sector, including
ending the price freeze, redesigning a tariff structure, reestab-
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lishing a coherent regulatory framework, renegotiating concession
contracts, and finally a key objective of the program is to facilitate
the successful resolution of Argentina’s defaulted debt.

Argentina has about $100 billion in private-sector claims out-
standing. Its debt restructuring is the most complex in emerging
markets’ history. That is not only because of its size, but also be-
cause of the number of different currencies, the number of different
legal jurisdictions in which it was issued, as well as the number
of different types of bondholders involved, including sizeable hold-
ings by retail investors in Italy, Japan, and Germany.

The program provides the broad policy framework to underpin a
debt-restructuring agreement between Argentina and its creditors.
The program requires Argentina to work in good faith with its
creditors, to reach a collaborative agreement that restores debt sus-
tainability.

IMF lending policies require transparent and constructive nego-
tiations by Argentina with its private creditors to secure the broad
creditor support in a debt restructuring that is needed to achieve
a sustainable debt situation to facilitate Argentina’s progressive re-
integration into international capital markets. Argentina is going
to need substantial investment to generate economic growth for the
long-term.

Argentina has continued to perform well under this program on
its fiscal and monetary policies at least under the program. It has
extended the gains that it has made under the transitional pro-
gram. The government’s budget performance to date exceeded the
program targets by a significant margin. There has been important
progress in strengthening the institutional and legal framework for
tax administration. In the area of intergovernmental finances, the
central government has concluded agreements with the provincial
governments, limiting provincial spending and borrowing con-
sistent with the requirements of the program.

Progress in some other structural areas of the program up to now
has been less satisfactory. Although the government has imple-
mented new regulatory standards for the banking system, there
have been delays in finalizing the agreed compensation to banks
for the action that was taken by the government during the crisis.
Bank lending remains depressed. Argentina’s progress with the
World Bank on reform of the utility sector has also been slow, al-
though the Argentine Government did recently agree to raise tar-
iffs on electricity and gas for the first time since the crisis.

It continues to be essential for Argentina to make progress on
debt restructuring with its private creditors. The government’s an-
nouncement that it has made arrangements for the hiring of in-
vestment banking advisers to handle its debt exchange is a step
forward. In addition, we expect to see, over the upcoming weeks,
Argentina take the concrete steps necessary to negotiate with rep-
resentative creditor groups on the terms of its restructured debt.
Only with a negotiation process that builds mutual trust can Ar-
gentina achieve the broad creditor support that is needed for a
comprehensive and a sustainable debt restructuring.

Let me just conclude by saying that we want Argentina to suc-
ceed, to succeed in stabilizing its economy in the wake of crisis, to
succeed in resolving its defaulted debt and to succeed in laying the
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basis for long-term economic growth. That will require rigorous im-
plementation of this program. We have been a forceful advocate for
IMF engagement with Argentina in pursuit of these ends, and we
are continuing to work with Argentina and the IMF to encourage
this implementation.

Senator HAGEL. Secretary Quarles, thank you.

I have been informed that a vote has begun, and if my distin-
guished colleague agrees, we will take a short recess, vote, and
then come back and get to the questions.

Thank you.

[Recess.]

Senator HAGEL. We will resume activity of this distinguished
panel now that Senator Bayh and I have voted, and we may get
a reprieve here for a few minutes. I am aware of the schedules of
both of our witnesses on the first panel, so we will get right to the
questions.

Thank you.

Let me begin a couple of my questions with Secretary Noriega.
In your opinion, what impact has this crisis had on regional rela-
tionships in South America. You alluded to some of that, Secretary
Quarles did as well, as the fabric is woven together by not just eco-
nomics, but economics affect political and geopolitical security in-
terests. And if you could give us some sense of the larger political
sense of those relationships in South America, good, bad, or maybe
nothing has been affected by this Argentine problem.

Mr. NORIEGA. It is a good question, Senator. I think it is impor-
tant to note that Argentina has, particularly in the 1990’s, estab-
lished itself as a very good friend of the United States. Sending
forces to Iraq in 1991 is one example of that very close relationship.

And so our neighbors in the region naturally judge us by how we
treat our very best friends. I think there was, therefore, some con-
cern, when there was a perception that the international financial
community was cutting Argentina loose and letting its economy col-
lapse. Sophisticated observers, I think, recognized, however, that
the United States made an effort.

They also, frankly, ascribed the troubles to Argentina’s own deci-
sions, the institutional problems in Argentina, corruption, et cetera.
Frankly, the level of sympathy from other countries in the region
was not that high, and they recognized that Argentina had,
through its own policies, sewn the seeds of the problems that they
have encountered.

Nevertheless, there is this question of whether the United States
is or is not with its friends. In particular, in the last 18 months
to 2 years, I think they have seen the United States going the
extra mile, helping Argentina to interpret for the other developed
countries that have a stake in this crisis, and serving as a bridge
between our other G—7 partners and Argentina. I think that cer-
tainly has come through in the last few weeks and days really.

We have not seen other countries for example, Brazil—looking at
the brinkmanship that Argentina has practiced as an example or
a model that they want to follow. I think the Brazilians would like
to see Argentina succeed. They have taken a very different ap-
proach in their dealings with the IMF, though. I do not really see
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a contagion in terms of the way Argentina has behaved vis-a-vis
the IMF.

hSeI}?ator HAGEL. Secretary Quarles, would you like to add any-
thing?

Mr. QUARLES. I think, simply to underscore the point that Sec-
retary Noriega made, that I do not think, particularly with respect
to the debt default, with respect to Argentina’s economic stance,
generally, that is something that will be emulated by other coun-
tries in the region.

Senator HAGEL. We hope not.

Mr. QUARLES. The consequences of it were so dire for Argentina,
the collapse in GDP, the rise in unemployment, 50-percent of their
population, by their figures, under the poverty line, that I do not
think that Argentina is viewed as a model for the region or that
its policies are viewed as successful policies, and I think we have
seen that in the fact that other countries are not emulating their
approach.

Senator HAGEL. Thank you.

Secretary Quarles, in your opinion, what additional measures
could have or should have the IMF taken in Argentina, given the
proportion of this default and this debt?

Mr. QUARLES. I think in considering what the IMF could have or
should have done, you look at the context, and there I think that
the criticism of the transitional program that I described as wealk,
needs to be looked at in the context of what it was trying to achieve
in that very chaotic situation, stabilizing the macroeconomic foun-
dations.

I actually think that the judgment that that is what that pro-
gram should focus on, and limit itself to that, so that it could be
effective in doing that with an administration that was admittedly
an interim administration, without a significant political mandate,
is a judgment that events have borne out, with the success of stabi-
lizing the macroeconomic situation.

I think, then, what the IMF could and should do now going for-
ward is to ensure that focus is placed on the structural reforms
that I described and in a way that really places focus on the re-
forms that Argentina needs to accomplish in a prioritized way. For
example, with respect to this recent disbursement and Letter of In-
tent that has just been announced by the IMF and Argentina, a
central focus was placed on changing the attitude with respect to
the debt negotiations to getting Argentina to agree that they will
negotiate with all representative groups of creditors. And my un-
derstanding is that Argentina has done this. That is what has been
announced by the Fund, and that is what we in the United States
will expect to see going forward.

We will expect to see additional progress on compensating the
banks and addressing the banking sector issues that Argentina has
begun to address, but has not yet addressed as much as we would
have preferred to see by this point and, similarly, with respect to
steps that need to be taken in the utility sector.

So what the IMF can, and should do, is not lose focus on these
structural reforms that Argentina needs to take. I do not think that
some of the criticism that the IMF program has been toothless,
that it has been overly weak, is justified because, in fact, it does
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focus on the important structural reforms that are necessary given
what the nature of the crisis was, given what the root causes of the
crisis were.

But what has to happen is that the implementation of those re-
forms needs to be vigorous, and the Fund needs to ensure that Ar-
gentina is vigorous in implementing them.

Senator HAGEL. Two quick questions in regard to two points you
just made, one on the banking system.

First question—and I know you addressed some of this in your
testimony, as you just have noted now—do you believe the banking
system, as it currently exists in Argentina, is capable in fact of the
structural reforms and putting itself back together as a functioning
financial service industry? And give me some reason why, if you be-
lieve that—and I assume you do—why you think that, aside from
what you said in your statement.

And the other question is this: With this crisis in Argentina, I
assume this will lead to IMF learning something, adjusting, recali-
brating in how it deals with other debtor nations, and I would like
you to address that as well.

Mr. QUARLES. Certainly. With respect to the banking system
being able to reestablish itself, yes, I do think that that is possible.
I think that the elements of the program that address the banking
system create a framework in which that can happen. It is a proc-
ess that is not going to happen overnight. It is going to take time.
The damage that has been done to the Argentine banking system
has been severe, but it is a system that can reestablish itself, over
a period of several years, to health.

Some of the reasons that I think that this has begun to happen,
I mean, Argentina has taken steps in strengthening the regulatory
framework that is going to be required for a healthy banking sys-
tem, for immediately after the crisis, there was a significant
amount of regulatory forbearance, basically preventing the banks
from having to face their problems by not acknowledging the prob-
lems. You are never going to fix the problem if you are ignoring the
problem.

That regulatory forbearance has ended, and banks are being re-
quired to face the problems by the regulators, and that is the first
step toward the health of a banking system. We discovered that in
our own financial system issues at the end of the 1980’s and early
1990’s that ending regulatory forbearance was the way to eventu-
ally move toward the health of a system, and Argentina is begin-
ning to do that.

They have also imposed capital standards, improved their capital
standards, established a framework for bringing banks up to those
standards. The road map has been laid out, and that is obviously
an important part of getting a banking system back to health, is
that you know you have laid out the map as to how it is going to
happen.

I think they have not yet done as much as they need to do in
dealing with the role of the public banks versus the private banks
in Argentina. Public banks in a banking system are frequently a
source of malaise and ill health. They have been in Argentina, and
I think that needs to be dealt with going forward. But all of these
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are issues that can be dealt with, but it is going to take a long
time.

I am sorry, the second question?

Senator HAGEL. The second one is what has the IMF learned,
what should they learn? And this then would lead to changes in
the way IMF in the future deals with debtor nations.

Mr. QUARLES. I believe there are a few things. I think it is clear
that the IMF could have been more vigorous during the 1990’s in
pressing Argentina on problems that it knew were there, particu-
larly this hole in the fiscal bucket, that at the end of the day was
really the root of the crisis, this fiscal Federalism problem where
the provinces were allowed to spend, require the central govern-
ment to borrow to fund that spending with no ability of the central
government really to limit that spending.

That is something the IMF was aware of. It was something they
certainly had spoken to Argentina about in the context of their reg-
ular Article IV consultations that they do every year with every
country in the Fund, but it was not stressed sufficiently.

I think that increased transparency of countries that are mem-
bers of the Fund, requiring them to be more transparent to the
market about information that is relevant to the market, about the
views of the Fund, the information that they are getting from the
Fund, the advice they are getting from the Fund requiring coun-
tries to be more transparent about that is something that the Fund
should be increasingly strong about. They have pushed that.

I think they need to push it more but basically, what the Fund
needs to learn, and I think it is a lesson that they are beginning
to implement, is that they cannot be complacent about problems
like this and need to both push countries themselves, with the ad-
vice that they are giving, and push countries to be transparent
about the advice that they are getting in order to prevent problems
like this from occurring.

Senator HAGEL. Secretary Noriega, did you have a comment on
that?

Mr. NORIEGA. No, sir, I think it was adequately addressed.

Senator HAGEL. Thank you.

Senator Bayh.

Senator BAYH. Thank you, Mr. Chairman.

There are no television cameras in the room here today, at least
none that I can see, so you do not have to be worried about being
captured on film.

I would like to ask for a show of hands. Anybody in the audience
today representing any of the creditors?

One, two, three. That is it? Some of the rest of you prefer to be
unidentified.

Let me start, Secretary Quarles, with you then. As you know, the
IMF requires as a part of their agreements to require that the
country in question, Argentina, for our purposes today, is making
“a good-faith effort” to reach an agreement with its creditors.

Do you think Argentina has been making a good-faith effort to
reach an agreement with its creditors?

Mr. QUARLES. That question was central to the recent negotia-
tions between the Fund and Argentina as to whether they have
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been making a good-faith effort and will be making a good-faith ef-
fort going forward.

There are certain things that we think Argentina needs to do in
order for its efforts with its creditors to be viewed as good-faith ef-
forts, and we have been very clear about them with Argentina. We
have been very clear about them with the Fund.

We think that they need to negotiate, not just talk, but negotiate,
with all representative creditor groups. That includes the Global
Committee for Argentine bondholders and other representative
creditor groups. That is going to be essential to achieving a success-
ful debt restructuring.

We think they need to hire and retain investment banks. Now,
they have made progress on that. When we walked in the room, I
do not think that had finally been assigned, but we expect it to be.
And the hiring and retention of investment banks to advise them
on this process is absolutely critical to it going forward.

They need to work with those banks to identify a minimum
threshold for achieving a debt restructuring that has broad creditor
support.

Senator BAYH. Say that again. They need to——

Mr. QUARLES. They need to work with their investment banks in
defining a minimum threshold that is going to be necessary in the
debt restructuring, a threshold of acceptance of the debt restruc-
turing, to show that there is broad creditor support for that re-
structuring.

Senator BAYH. Is a 10-percent pledge of repayment sufficient to
generate a broad base of creditor support in your opinion?

Mr. QUARLES. Our stance is that we do not want to take a
view:

Senator BAYH. You do not want to get in the middle of it.

Mr. QUARLES. Exactly.

Senator BAYH. Let me put you down as agnostic in response to
the question of good faith. Any of the representatives here from the
creditors, raise your hands if you think that Argentina has been
making a good-faith effort.

Let the record show that no hands were raised.

The agreement that was just signed, as I understand it, Mr. Sec-
retary, required that transparent and constructive negotiations
take place. I assume that is more or less the same thing as making
a good-faith effort or is there some substantive difference between
those two?

Mr. QUARLES. No, we think that the two are importantly related.
I do not think that there is a substantive difference.

Senator BAYH. In your opinion, will the IMF ever be repaid or
are we simply going to continue to rollover these loans ad infi-
nitum?

Mr. QUARLES. No, we will not roll them over ad infinitum. Yes,
the IMF will be repaid. That is something that we have also been
very clear about with the Argentines. We expect the international
financial institutions, the IMF and the MDB’s, the World Bank,
and the Inter-American Development Bank to be repaid, and Ar-
gentina has the capacity to do that, and I believe they will do that.

Senator BAYH. Hopefully, at some point in the not-too-distant fu-
ture. I mean, you would have to say most observers looking at the
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current situation would have to say that it might not be ad infi-
nitum, but it does not appear that it is going to be any time soon.

Mr. QUARLES. We have been clear with Argentina that they must
be continually, that the exposure of the IFIs to Argentina must be
declining over time, and we expect that to happen.

Senator BAYH. Well, it would be very helpful for them to agree
to some schedule that they could then be held accountable for ad-
hering to because I think you are right. My initial comments to the
point, I think it is vitally important that the United States con-
tinue to be engaged in addressing global financial crises. It is in
our long-term best interests. At the same time, we have to be can-
did with the American public and say that this is not altogether
a risk-free or a costless enterprise. And if there is a situation
where a default has occurred or a de facto default has occurred, it
is better to acknowledge that.

But let us just say I hope you are correct. I hope you are correct.
I think that is an important question to get nailed down with some
schedule that we can try and adhere to.

With regard to the structural reform, I was very encouraged to
hear a lot of the things you had to say—the political reform, some
of the other things that have been done. As you are probably
aware, though, there has been I think a fair amount of skepticism
is in order here. I regret to say that, but there is a history of
pledges being made, commitments being made that are then not
adhered to, of steps being taken, at least in theory, but then not
being fully, and I think you used the word which I would say is
the key word in all of this, not implemented.

And so I think, in some respects, this is the triumph of hope over
experience. We have to focus on the actual implementation of the
political reform, the other reforms that have been enacted or com-
mitted to, and I think, frankly, it is going to take some zealous
oversight.

So you are here today to testify to us. I do not want to be unfair
about this, but part of this is just a question of trust and that,
frankly, there is not a lot of trust left after this long history. And
I know some previous governments are to blame for that, and so
forth and so on, but are you and your colleagues going to zealously
participate in overseeing the actual implementation of this new
process?

Mr. QUARLES. We are going to be very engaged, as a shareholder
of the Fund, in doing that. There will be regular disbursements
under the program. At every one of these disbursements, it will be
necessary to evaluate how Argentina is performing, both under the
program and in the continuing resolution of its outstanding debt.
And we do not intend to be lax in ensuring that these elements of
the program are implemented.

Senator BAYH. There were domestic political reasons, as I under-
stand it, for the relationship that evolved between the central gov-
ernment and the provinces, and some of the other problematic situ-
ations that developed over time in Argentina, and I assume that
some of that domestic political pressure has not entirely gone
away. So put me down, as I am by nature an optimist, but put me
down as a skeptic until we actually see some steps taken on the
process, on the road toward implementation. But I appreciate your
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commitment and that of your colleagues toward seeing this
through.

Just a couple of other questions. Japan, Italy, and I believe Brit-
ain all declined to approve December’s disbursement from the IMF.
Do either one of you have any idea, do you want to give us the rea-
sons why they declined to do that?

Mr. QUARLES. Let me just phrase it as their stance with respect
to Argentina, as opposed to their votes on the board. I think we do
for a variety or reasons. Governments seek to maintain the con-
ﬁdentliality of board votes. The board directors are not supposed to
revea

Senator BAYH. This was reported in the popular press.

Mr. QUARLES. I understand. But let me just phrase it as the
stance of those countries with respect to Argentina’s progress at
the end of January in implementing the IMF program. I do think
that they were concerned about the degree to which Argentina was
proceeding in good faith in restructuring its debt, but that is a
question that people could have differing views about at that point.

Argentina certainly had met with a large number of creditor
groups. People had differing views about the value of those meet-
ings, but this is a very complicated debt restructuring. Taking off
my assistant secretary hat and putting back on my lawyer hat from
my time as a lawyer with a Wall Street law firm, for the nearly
20 years I spent there, this is the most complicated sovereign deal
that has ever been done. It is going to take a long time.

It is a very complicated process, and there were reasonable dif-
ferences of view at the end of January as to whether Argentina was
proceeding in good faith or not, in good faith with a very difficult
job or not in such good faith with a very difficult job.

Senator BAYH. Can I hazard a theory, Mr. Quarles? Feel free to
disagree. Because the foreign policy ramifications of the situation
are more important or, to us, have more significance to us than the
other three countries, they are not completely without significance
to them, but given our position in the world, it is a bigger priority
for us. They placed more weight upon the good faith of the negotia-
tions, the progress toward trying to resolve these financial dis-
agreements.

So our position of continuing to favor the disbursements was in-
fluenced by our own foreign policy, which are not illegitimate, but
they are separate.

Mr. QUARLES. You are absolutely right that foreign policy con-
cerns are not illegitimate, but I would say that, again, at the time
that those decisions were made and those disagreements were,
those differences of view, were present, it was not principally for-
eign policy decisions that were driving it.

There were genuine differences of point of view of the financial
professionals involved in the finance ministries of all of the rel-
evant countries involved as to whether we really could say that
there was not good faith on the part of Argentina at that time.

Senator BAYH. Fair enough. I just wanted to point out that ap-
parently some other countries were taking a little bit firmer atti-
tude toward this on the financial side of things.

My last point, Mr. Chairman, and you have been very patient.
I believe, Secretary Quarles, and my dictating skills are not so
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great, but as best as I was able to take down your comments, you
said something to the effect that Argentina will need substantial
foreign investment going forward to try and stabilize and grow the
economy the way we would all like to see it take place.

Given this history, I just find it to be breathtaking, how the for-
eign banks were treated, the utilities, the creditors are getting did-
dled, the IMF has been given the runaround, et cetera. Where will
that capital come from? Why would they make those investments?

Mr. QUARLES. No, I think that is a very important question. It
is another reason why I do not think that the Argentine model is
ultimately going to be a siren call for other countries in the region
because, in the near-term, there is going to be difficulty for Argen-
tina, even if they ultimately successfully resolve this debt.

Senator BAYH. Here is my concern, and I will let you go. For the
moment, the country seems to have been stabilized. It seems to be
heading back in a better direction, and I am afraid that the long-
term lessons may be lost, and they may basically take the attitude,
okay, we could do all that, and it worked out okay, and that it will
only be a period of years from now, when they are cut off from
international investment and from multinational assistance, et
cetera, that the full cost of this course of action will be made appar-
ent.

In the meantime, other people look at the situation and say, you
know, they are still there. Things seem to have stabilized. They are
heading in a better direction. Why should we, speaking of other
countries, take on the domestic pressure of doing the tough, but
right, thing?

Mr. QUARLES. That is an acute observation and a subtle and seri-
ous concern. But I do think that the short-term costs to Argentina
have been so great, as we already described, and the medium- and
long-term costs of not making some of these steps that we have
been talking about today will also be significant and obvious
enough that this period, there may be a period of a year or two
where it might seem that, oh, things are going better and medium-
and long-term costs would not be obvious if Argentina were not to
address some of these questions.

But that is a brief enough period, and the original costs and the
medium- and long-term costs will be obvious enough that I think
that will be clear to other countries in the region, certainly, to their
governments, even to the extent there might be some threads in
these countries that might find it attractive or not understand the
situation.

Senator BAYH. You have both been very patient today. My final
point is that unfortunately it seems that memories are short. They
are short in the public sector. They are short in the private sector.
People reach for high rates of return in the near-term, perhaps for-
getting the lessons of the past about putting capital at risk, and
I am afraid that sometimes people take the path of least resistance
in domestic political terms, even with the long-term financial costs.

I am afraid that one of the reasons for this hearing, I under-
stand, is that we want to get on the record this history so that per-
haps we can learn from it and not repeat it.

Mr. NORIEGA. Mr. Chairman, may I add a few comments on a
couple of these issues?
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Senator HAGEL. Yes.

Mr. NORIEGA. I think, if you read what President Kirchner has
said, one of his concerns is he recognizes that Argentina has made
commitments over the years and has not taken them very seri-
ously. One of his commitments to his own people and to us is that
he wants to break that cycle, and he wants to meet these commit-
ments.

He has driven a very hard bargain with the IMF, and he has
managed to exceed, in significant ways, the macroeconomic targets
he set for himself. He has to move along the rest of this agenda,
and we have been very, very clear to him that he has to do these
important things to get domestic credit moving, attracting invest-
ment, being more predictable to those companies that, frankly, do
want to continue to do business in Argentina.

In the last few weeks, I think it should be noted that our part-
ners in the G-7 and the United States have been united, really,
worked very, very closely together. There is not really a division,
and that united front has been influential, I think, and important.

President Bush met with President Kirchner in January and
said, you have to do some of these essential things to help me help
you. And so his credibility with Kirchner is high, and President
Kirchner recognizes that his credibility with President Bush is at
stake. I think he has recognized that he has political space at
home, he has economic space to do some of these other things that
are being required of him now.

One of the important things now is dealing with restructuring
his credit and negotiating in good faith with his creditors. The last
Letter of Intent really sets out, in very detailed terms, measurable
steps that they can take and we will be considering whether they
take them, developing a time table and a process that will ensure
meaningful negotiations and empowering investment banks to
carry out these negotiations. So you have the profit motive, frankly.

We know what is at stake here, Senator and Mr. Chairman, and
that is the essential property rights of these people, the attrac-
tiveness of the Argentine economy to investment, getting that econ-
omy going, and I think President Kirchner is recognizing that too.
We are working very closely with our partners. I do not think there
is any space between us in holding them accountable, in moving
forward down the rest of that agenda that will be necessary to
jump-start that economy.

Senator HAGEL. Thank you. Secretary Quarles, picking up a little
bit on where Senator Bayh left off his line of questioning, in your
opinion is there private investment capital available today in Ar-
gentina?

Mr. QUARLES. The amount of certainly foreign direct investment
in Argentina is very small, and I think that the amount of capital
from outside the country and, frankly, from inside the country, the
amount of investment that is available, is greatly constrained by
the situation.

I do think that it is certainly within the capacity of Argentina,
and it is one of the reasons why we are so focused, why we have
been so focused on changing the course with which they were ap-
proaching the debt restructuring and pushing them to address
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some of these questions about compensating the banks and ad-
dressing the utility sector.

I do think it is possible for Argentina to change that situation
and attract foreign investment again.

Senator HAGEL. Let me ask you how do you measure that? Is
that measured by the IMF? The question that I ask, direct invest-
ment capital, I have heard different reports—it is not empirical
data—that, in fact, there is a significant amount of private capital
washing around in Argentina. I do not know that. But how do you
measure that, if there is capital or not or some? How were you led
to the conclusion that you had just shared with us in answering my
question?

Mr. QUARLES. The Argentine Government has statistics with
which it measures certainly the amount of foreign capital available.
Bank lending, for example, is about 7 percent of GDP, and in a
country like Argentina, an emerging market like Argentina, it
should be closer to 20 to 40 percent of GDP. And it is statistics like
that, that add up to the picture that the availability of capital for
investment in Argentina is severely constrained. But as I said, I
think there are steps that Argentina can take, that it is beginning
to take, that can change that situation.

Senator HAGEL. But if that does not occur, then the scenarios,
the sources of recapitalizing the banking structure and reorga-
nizing the banking structure are somewhat dim.

Mr. QUARLES. Yes, I agree with that.

Senator HAGEL. Then, why would American investors be tempted
back into Argentina, given the current situation. I understand
what you were saying. While they were in a position they could do
it, somewhere down the road they have to start addressing these
issues, but these are down-the-road dynamics which are important,
yes, and a political dynamic is important, but if there is little cap-
ital flowing in, and everyone stays out because of the huge, I would
suspect, unprecedented default here, then what would incentivize
or tempt anyone back in.

Mr. QUARLES. That is a very important question, and it is one
of the reasons why we are being so clear about the structural forms
we think Argentina needs to make because it is only through doing
that that they will be able to attract future capital.

Argentina is a country that has significant resources. It has nat-
ural resources. It has resources in its people. As you noted at the
outset of this hearing, it has been one of the richest countries in
the world and could be so again. And those opportunities will, if
there is a sufficiently facilitating investment climate, be attractive
to both domestic and foreign investors.

Capital will return to a country like Argentina that has the abil-
ity for economic returns that Argentina offers if there is the right
investment climate. And it is trying to address those issues that
the IMF agreement includes some of these structural reform ele-
ments that we have been talking about today.

Senator HAGEL. Let me ask you—and I know you both have to
leave and comply with another commitment—outside the financial
services industry, the utilities, what could Argentina be doing that
it is not doing to address the utilities industry issue? Obviously, re-
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structuring debt, could there be a change of ownership? What are
the options are that I am not aware of?

It does not mean that they are not occurring, but I have been
somewhat aware of some of the specific utilities issues that we are
dealing with down there, and it seems to me there has been some
very limited imagination used by the Argentines in dealing with
that specific sector.

Mr. QUARLES. The most direct and straightforward thing that Ar-
gentina can do is move more rapidly. They have begun in some sec-
tors, but not broadly, to raise the tariffs, the utility rates, basically,
to allow the utility rates to be raised to a market rate to allow the
utility companies to make the necessary profit, to then continue to
invest. Now, obviously, that is politically very difficult. I think it
is something that could be done more quickly.

The second thing, however, is that Argentina has agreed to en-
gage with the World Bank in thinking through exactly these sorts
of questions. The World Bank is ready to provide assistance to Ar-
gentina as a program is worked out to address the utility sector
issues, and that also is something that Argentina can do, is to be
more forward-learning, faster, if you will, in its engagement with
the World Bank on working through these questions.

Senator HAGEL. We could spend the afternoon, obviously, pur-
suing the questions that we have asked and your answers and
other questions, but I very much appreciate both of you coming up
here this afternoon.

We may well have additional questions for the record from other
colleagues who were not able to attend today. Senator Bayh may
have additional questions, as may I. So we will leave the record
open until the end of the week and may well forward you some
questions for the record.

Any additional comments that either of you would like to make?

Mr. NORIEGA. Thank you, sir.

Mr. QUARLES. No.

Senator HAGEL. Thank you.

Mr. QUARLES. Thank you very much.

Senator HAGEL. If the second panel would move up, we would ap-
preciate it.

Thank you.

Professor Lerrick and Mr. Mussa, thank you for joining us today.
We appreciate very much your time and your effort and look for-
ward to your testimony.

Professor Lerrick, let us begin with you.

STATEMENT OF ADAM LERRICK
LEADER OF THE NEGOTIATIONS TEAM OF THE
ARGENTINA BOND RESTRUCTURING AGENCY PLC,
DIRECTOR, GAILLIOT CENTER FOR PUBLIC POLICY, AND
FRIENDS OF ALLAN H. MELTZER PROFESSOR OF ECONOMICS
CARNEGIE MELLON UNIVERSITY
Mr. LERRICK. Thank you, Mr. Chairman.
First, let me say I appear before the Subcommittee wearing two

hats; first, as the Director for the Center of Public Policy at Car-
negie Mellon and, second, as leader of the negotiation team for the
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Argentine Bond Restructuring Agency, which is known in the mar-
ket as ABRA.

ABRA is the largest creditor in the Argentine debt restructuring.
It holds approximately $1.2 billion, a nominal amount of Argentine
bonds, and the interests of an estimated 30,000 to 40,000 retail in-
vestors in Germany, Austria, Switzerland, and the Netherlands.

ABRA was one of the three founders and is a member of the
Steering Committee of the Global Committee of Argentina Bond-
holders, which represents directly holders of more than $37 billion
of bonds or more than two-thirds of the $53 billion of Argentine
debt held by foreign investors. All of the major constituencies of Ar-
gentina’s foreign bondholders are represented, both geographically
and by type of investor. Italy, Germany, Austria, Japan, and the
United States dominate. Retail and institutional investors share
power to match their equal shares of Argentina’s debt.

How did we get here? Well, we have a developing nation of 38
million people, insignificant in the world economy and largely de-
pendent on agricultural exports, that was able to borrow an ex-
traordinary $100 billion in the capital markets. It became the larg-
est debtor in the emerging world with 25 percent of the global
total. The most sophisticated global hedge funds and portfolio man-
agers, along with the most naive Japanese farmers and Italian pen-
sioners readily purchased these promises to pay without any regard
to the debtor’s capacity to pay. The credit worthiness of the bor-
rower was irrelevant. It was the bailout policies of the Clinton Ad-
ministration in the 1990’s that socialized the risks and privatized
the returns from emerging market lending.

In 1995, in Mexico, Lawrence Summers, then-U.S. Treasury
Under Secretary, gave life to a financial anomaly: An asset with a
high rate of return and with an unwritten AAA guarantee from G-
7 governments via IMF bailouts. The natural laws of the risk re-
turn tradeoff were contravened. The demand was explosive. Annual
bond issuance by Latin American governments instantly quad-
rupled from $9 billion to $37 billion.

Bailouts grew with borrowing. The $50-billion package from Mex-
ico was promised to be a one-time event. Instead, there followed in
swift succession: In 1997, Thailand for $17 billion, Indonesia for
$34 billion, and Korea for $57 billion; in 1998, Russia for $16 bil-
lion and Brazil for $42 billion; and, in 2002, Turkey for $10 billion
and Argentina for $20 billion. Loss largely bypassed the private
sector that, with the exception of Russia, did not write off a single
dollar on sovereign lending to large emerging nations. A quarter-
trillion dollars in risk was shifted from the balance sheets of pri-
vate creditors to official ledgers.

In 1996, the Group of 10 took note of the moral hazard inherent
in bailouts, with a promise that they would act “to discourage ex-
pectations that large-scale official financing packages will be avail-
able to meet debt service obligations to the private sector.” But as
time went on, an overriding, but unspoken, U.S. Treasury policy,
without legislative endorsement, held that development in emerg-
ing economies was a global public good and that a high flow of af-
fordable funding to these markets, beyond official capability, must
be encouraged at all costs.
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Even as the IMF was warning the Argentine Government behind
closed doors that its fiscal policy was unsustainable, the Fund con-
tinued to support the nation publicly. In 5 years, starting in 1995,
bondholders doubled their investment from $50 billion to $100 bil-
lion.

By 2000, G-7 taxpayers were staring at a long list of payouts
down the road. Excesses were finally halted by the Bush Adminis-
tration in December 2001, when the IMF stood by and a clearly in-
solvent Argentina was allowed to default on its massive debt to the
private sector.

The second problem is that now the IMF has a tiger by the tail.
The economist, John Maynard Keynes once wrote that “if you owe
the bank 100 pounds, you have a problem. If you owe the bank 1
million pounds, the bank has a problem.”

Just as past bailout policy had allowed Argentina to dominate
emerging bond markets with $100 billion of debt to the private sec-
tor, it permitted Argentina to accumulate $30 billion of debt to the
official sector and to hold the disproportionate share of official lend-
ing.

Argentina is now the IMF’s third-largest debtor, with 15 percent
of the Fund’s portfolio. It is the second-largest borrower with the
Inter-American Development Bank, with 17 percent of loans out-
standing; it is the World Bank’s fifth-largest exposure, with 7 per-
cent of total risk.

Nothing is more feared by the multilateral agencies than default.
It not only threatens their capital structure, but also even more
dangerous, calls into question the long-held posture that official
loans are riskless and consequently have no cost to donor country
taxpayers. As then-Secretary of Treasury Robert Rubin stated to
Congress, when he requested the $18-billion appropriation for the
IMF in 1998, “It does not cost one dime.”

Default to any of the international financial institutions by a
major borrower opens a Pandora’s Box of policy issues. Why are the
multilateral agencies providing funds at subsidized interest rates
to developing borrowers that enjoy full access to the capital mar-
kets? What are the costs and risks for G—7 taxpayers? What has
been the effectiveness of past efforts? Why are the costs of partici-
pation in these institutions not accounted for in the U.S. budget?
When new funding is requested, Congress will be called upon to
scrutinize the merits and costs of international financial institution
programs relative to completing uses of scarce public monies.

Twice in the past 2 years, Argentina has successfully played the
default card. To combat IMF conditions of reform, the Argentine
Government halted payments to the World Bank and Inter-Amer-
ican Development Bank in late 2002. Similarly, in September 2003,
Argentina defaulted to the IMF for a day until an agreement on
the government’s terms was signed.

The emerging market is watching. Lending to governments is a
tricky business. We no longer live in an era where the governments
of private-sector lenders send the Navy to collect on their bad
loans. There is no collateral, no security, no ability to enforce the
contract, and no ability to seize assets. The only rational reason to
pay is there is more to gain from paying than from not paying.



23

Argentina has made a preemptive decision. Payments to the
country’s lenders are now deemed discretionary expenditure, not
fixed obligations. Government-sponsored posters of ragged children
crystallized a new concept, the social debt. To provide a better
quality of life for citizens, takes priority over the financial debt to
the Nation’s creditors.

If Argentina even comes close to imposing the 90-percent debt re-
duction it currently is demanding, a level of relief that has not
been obtained by even the poorest African nations, how can Latin
American leaders or any developing-country politician justify to
their electorates stringent fiscal efforts to honor obligations to for-
eign lenders? Why not schools and hospitals, instead of repaying
rich foreigners? The resulting defaults will cascade through the
international capital markets.

At the beginning of this statement, it was noted that ABRA was
the largest creditor in the Argentine debt restructuring. I mis-
spoke. The debt held by the IMF is a 13-time multiple. In order to
qualify for IMF loans, the rules of the Fund require governments
in default to the private sector to demonstrate good-faith efforts to
restructure their debt. Is it not a conflict of interest to ask this
agency to rule on a debtor’s good faith toward what are competing
creditors at a time when its own balance sheet is threatened?

Every month that Argentina delays its restructuring, it saves
$700 million in accumulating interest. Since the default in Decem-
ber 2001, this adds up to more than $20 billion. Instead of relying
on exhortation and a vague and subjective standard of good faith,
the IMF should create automatic financial incentives that encour-
age governments to restructure defaulted foreign debt without
delay. As a condition of desirable Fund loans that carry highly sub-
sidized interest rates and no repayment for 3 years, the IMF
should require an accelerated 5-percent monthly prepayment until
the country comes to terms with its private creditors.

The Argentine crisis is the creature of a misguided international
financial policy. When the expectation of bailouts no longer inter-
venes, then market forces will limit the debt a government can ac-
cumulate, and the IMF will no longer be at the mercy of its large
borrowers.

Senator HAGEL. Professor Lerrick, thank you.

Mr. Mussa.

STATEMENT OF MICHAEL MUSSA, SENIOR FELLOW
INSTITUTE FOR INTERNATIONAL ECONOMICS

Mr. MussA. Thank you, Mr. Chairman.

In your invitation to this hearing, you asked for an assessment
of the economic and financial dimensions of United States policy to-
ward Argentina, particularly United States positions with regard to
Argentina’s engagement with the International Monetary Fund
since 2002.

Now, I have a long prepared statement. Let me try and summa-
rize five key points.

Senator HAGEL. Your full statement will be included for the
record.

Mr. MussA. Thank you.



24

First, in 2002 itself, the first half-year, the Argentine economy
continued to collapse in a massive depression that ultimately took
GDP about 25-percent below its mid-1998 peak, saw the currency
depreciate by two-thirds, saw inflation pick up, the banking system
collapse, and many other calamities.

In the context of this catastrophe, one can look to the policies of
President Duhalde, and there is I think much to criticize in those
policies. There is no doubt, and the deliberations at the IMF ulti-
mately made this clear, that the policies of the Duhalde Adminis-
tration failed to meet the normal standards for an IMF program.

Nevertheless, the Duhalde Administration did successfully avoid
a recurrence of hyper-inflation. They halted the collapse of con-
fidence and, at mid-year, the economy began to recover. Argentina,
also, in 2002, paid a net of $3 billion to the international financial
institutions.

In my view, while far from perfect, this was good enough to jus-
tify a rollover of large payments coming due to the Fund and other
IFT’s, without which Argentina would have been forced either to ex-
haust its reserves or default on its official debts. And the U.S. Ad-
ministration, I believe, was right in pressing a somewhat reluctant
IMF to come to the interim agreement which was reached in De-
cember 2002.

Second, while I think this was the right approach at that time
and under those circumstances, I believe it would have been better
to do this in a new special IMF facility that would have empha-
sized that situations like Argentina could be treated as special
cases, but only if they met quite specific criteria.

Countries, in general, could not expect to simply rollover their
IMF debts nor could they expect the IMF to certify that they were
making good-faith efforts to deal with private creditors, credits in
default, even when no such efforts were being made at all.

However, in the desperate circumstances of 2002, no efforts,
other than saying “we will get back to you later,” to deal with pri-
vate creditors really made much sense. But it should have been
made explicit that: This was a special response to a special cir-
cumstance. Other countries should not count on it, except in excep-
tional circumstances, and Argentina should not count on continuing
treatment of this kind as its own situation improves.

Third, the interim IMF program of 2003. I agree with Assistant
Secretary Quarles that, on the whole, this program worked pretty
well, despite continuing controversies over the freeze on utility
rates, court actions to free deposits, and a number of other irrita-
tions.

There was, however, a stumbling block in the negotiations for the
new IMF program to take effect after the administration of the new
President, Nestor Kirchner, had taken office and had an oppor-
tunity to formulate its policies and priorities. That new issue was
the issue of Argentina’s efforts to deal with the external private
debt then in default.

It is fair to say that in negotiations over the start of that pro-
gram, this issue was kicked down the road, rather than resolved.
But that too was a reasonable solution as of August/September
2003, based on Argentina’s commitment to begin a serious process
of discussions with its external creditors and to present an offer in
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Doha, at the time of the World Bank/IMF annual meetings, that
would indicate to creditors what Argentina was prepared to do.

Fourth, when that offer was made public, it became clear, to the
extent that it was not clear already, that the Argentines did not
intend to make very generous payments to the holders of their ex-
ternal sovereign debt. The face value was to be written down 75
percent, and the effective reduction in value, including deferred in-
terest payments, was more like 90 percent. This compares with a
65-percent recovery rate, on average, from many other emerging-
market debt restructuring and a recovery rate from even restruc-
turing of official debts to poor countries that is generally above the
10-percent range. For instance, for Iraq, former Secretary Baker
has achieved agreement on the principle of one-third recovery by
official lenders.

Needless to say, creditors were not pleased by the prospect of
what I describe as not a haircut or even a scalping, but a behead-
ing. As the dissatisfaction of creditors became known, and as the
major shareholders of the IMF came to recognize from their own
assessment of the Argentine offer, dissatisfaction with Argentina’s
proposals, vis-a-vis its external default, grew. Those
dissatisfactions manifested themselves in the abstentions by more
than a third of the voting power of the IMF Executive Board on
the occasion of the first review of the new IMF program.

Normally, countries vote, yes, on virtually every country matter.
A one-third abstention on a country matter is virtually unprece-
dented in the history of the IMF. So there was a message in that
vote, and that message was later reinforced by the discussions at
the Boca Raton G-7 ministerial meeting, where press reports indi-
cated that the assembled ministers agreed that the managing
Director of the IMF should be asked to give a tough message to
President Kirchner about the need to get more serious concerning
the debt restructuring.

Now, here I think again the proper actions were taken, but
maybe there was a bit too much of a delay and lack of clarity—
at the time of discussion of the agreement of August/September
2003—and, subsequently, a bit too much of a delay in making pub-
lic official concerns about some of the deficiencies of the Argentine
offer.

Finally, I think there is a key issue about establishing the proper
role and function of the IMF and the international community in
dealing with situations like Argentina and its default on its exter-
nal credit. The issue is not the narrow question of pressing Argen-
tina to serve its creditors or pressing its creditors to agree to a
large write-down to benefit Argentina. The issue that is central to
the international community is the integrity and deficiency of the
functioning of international credit markets.

If we are going to have international credit markets in sovereign
obligations, then those markets need to be able to deal with situa-
tions of sovereign default. They will arise from time to time. They
can be dealt with only if two broad principles are observed:

One, creditors need to be prepared to accept significant write-
downs in the value of their claims when a debtor really cannot af-
ford to pay the contractual terms of the debt that is outstanding.
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Two, debtors cannot be allowed to simply walk away from their
obligations because they do not want to pay or find it politically
convenient at home to announce that they will not pay when they
really do have the capacity to pay significant returns on their out-
standing claims.

The issue for the international community is how to enforce
those two broad principles. I think, in the case of Argentina, we
have seen some considerable slippage relative to what has been
done in past instances, and the leadership of the United States,
particularly within the context of the International Monetary Fund,
will be important in repairing that situation.

Senator HAGEL. Mr. Mussa, thank you.

Let me ask each of you, especially in light of Professor Lerrick’s
testimony, do you think we should just abolish the IMF?

Professor Lerrick.

Mr. LERRICK. No, Mr. Chairman. The IMF has a very useful role
to play. In fact, it has a number of very useful roles to play. The
principal one is to act as a lender of last resort for developing coun-
tries in the international financial system. However, that is not the
function that the IMF played in the case of Argentina. There are
very strict rules, guidelines that have been established over more
than a century of central bank intervention in domestic credit mar-
kets